This research examines the association of corporate social responsibility (CSR) performance and quality of financial reporting for a set of state owned (SOE) and non-state owned (NSOE) enterprises in China. We find that non-state-owned Chinese firms engaging in a higher level of CSR activities are associated with higher discretionary accruals and are more likely to report a small increase in earnings. These results are consistent with the private firms in China engaging in social responsibility practices based on opportunistic incentives and CSR disclosure being used by these firms as a window-dressing tool for earnings management. In further analysis, we find that audit firms charge higher audit fees for NSOEs receiving higher CSR ratings, consistent with auditors assessing earnings management risk associated with CSR reporting and incorporating it into their pricing decisions. 
Introduction
We study the association of corporate social responsibility (CSR) performance and quality of financial reporting for a set of state owned (SOE) and non-state owned (NSOE) enterprises in China. Increase in CSR performance and disclosure has been found to improve the quality of financial reports, resulting in lower cost of equity capital (Dhaliwal et al. 2011 ) and improvement in analyst forecast accuracy (Dhaliwal et al. 2012) . Kim et al. (2012) document that increase in CSR performance is negatively associated with earnings management, with ethical managers engaging in enhanced CSR activities and less earnings management. However, the CSR data in these studies was voluntarily disclosed, and as Moser and Martin (2012) state "can provide only limited insight regarding the consequences of mandatory disclosure of general or specific types of CSR data" (pp. 802) 1 . A subset of firms in China offers a unique opportunity to study the consequences of CSR data where the state mandates CSR initiatives and the stock exchanges mandate CSR disclosure.
The key driver of CSR in China is the state, which has over the years by laws and regulations required firms to initiate and report on CSR performance. In recent years, Chinese authorities have introduced several CSR initiatives and stock market regulators have issued guidelines for CSR reporting requirements on a subset of 1 Moser and Martin (2012) suggest that this issue may be better addressed in experimental studies.
Chinese firms. The Company Law of the People's Republic of China (effective 2006) in Article 5 requires companies to comply with social morality, business morality, and bear social responsibility. In 2006 the Shanghai Stock exchange and Shenzhen Stock
Exchange issued guidelines for CSR disclosure which in 2008 was made mandatory for a subset of listed firms. The results of prior studies that show that CSR disclosure provides additional information that can be beneficial to investors and that increase in CSR performance by a firm leads to constraints on earnings management (EM) may not be applicable to firms in China where the firms have been subject to mandatory reporting requirements. The question that arises therefore is whether mandatory CSR disclosures in China can reduce the incentives for managers to manage earnings.
Earnings management varies widely across countries and is highly correlated with a country's institutional characteristics (Leuz et al. 2003; Chih et al. 2008) . Although the study by Leuz et al. (2003) did not include China, the institutional characteristics in China would most probably place it in the same cluster of countries that exhibited the highest incidence of earnings management. The observed common prevalence of earnings management in China has been attributed to the absence of a tradition of responsible corporate governance structures and a weak legal environment (Ding et al. 2007 ; Li et al. 2011; Yang et al. 2012) . At the same time, the greater emphasis on the interests of a broader spectrum of stakeholders in China and mandatory disclosure requirements can be expected to mitigate managements' incentives to manage earnings in a manner that may be harmful to the firm ).
Our sample of firms is derived from a list issued by The Social Sciences Academic Express published by the CSR Research Center of Chinese Academy of Social Sciences (the "Center"), which compiles an annual CSR development index for the top 300 or so Chinese firms that were mandated to issue CSR reports. The
Center's index is used by us to develop two variables, a CS Score and CS Rank to measure the quality of social performance. We utilize two distinct and complementary proxies for earnings management: discretionary accruals (accruals-based) and earnings benchmark (non-accruals based). We begin our analysis by testing the relation between CSR performance and EM using the full sample of Chinese firms with mandatory CSR disclosure. In light of past studies reporting differences in the incentives and incidence of EM in SOEs and Non-SOEs in China (Liu and Lu 2007 , Shao and Zhang 2009 , Tang 2012 , we partition our sample of firms into SOEs and NSOEs to study whether the association of CSR performance to EM is different for these two firm groups. Allowing for differences between firms within China should permit the study of the effects of differing incentives and other forces on quality of financial reporting even if all firms are subject to the same mandatory requirements.
The descriptive statistics for the two subsamples show significant differences in firm characteristics between the SOEs and NSOEs on CSR score, size, and profitability leverage ratio, type of auditor and ownership concentration, and regional legal environment. These differences could potentially influence management's ability and incentive to manage earnings. SOEs being more closely monitored may not exhibit the same results as NSOEs and we expect a differential correlation between CSR performance and EM for these two distinct groups. Our results indicate that non-state-owned Chinese firms engaging in a higher level of CSR activities exhibit higher levels of discretionary accruals and are more likely to report a small increase in earnings, but such a relation does not exist for state-controlled Chinese firms. It appears that the private firms in China may be engaging in social responsibility practices based on opportunistic incentives and CSR disclosure is used by these firms as a window-dressing tool. In further analysis, we find a significant relationship between higher audit fees and higher levels of CSR activities for NSOEs, consistent with auditors assessing earnings management risk associated with CSR reporting and incorporating it into their pricing decisions.
This paper contributes to the literature on CSR and EM in several ways. First, we study this relationship in a mandatory rather than a voluntary reporting environment. Chih et al. (2007) and Prior et al. (2008) report differences between the relationship of CSR performance and EM across a number of countries. These differences are attributed to the varied influence of institutional and cultural factors within countries.
Recently, Kim et al. (2012) reported that firms in the US that received higher CSR ratings were less likely to manage earnings. These studies, it should be noted, considered the voluntary disclosure of CSR to be a signaling mechanism whereby managers provide additional information to the markets to support their claims of transparency and reliability of the financial reports. We extend this research, but who use CSR disclosure in assessing the validity and reliability of financial information.
The rest of the paper is organized as follows. Section 2 describes relevant literature and our development of the hypotheses. Section 3 describes the sample selection process and the model specifications and in Section 4 we present the empirical results. In Section 5 we summarize and conclude.
Hypothesis Development
CSR is generally defined in the literature as "actions that appear to further some good, beyond the interests of the firm and that which is required by law" (McWilliams and Siegel 2001) . This view is defined by Matten and Moon (2004) The benefits of CSR are widely recognized to improve corporate transparency and CSR performance has been considered to signal managerial integrity. Increase in corporate social responsibility (CSR) performance has been shown for firms in the United States to reduce managers' propensity to manage earnings (Kim, et al. 2012) and improve the information provided to investors (Dhaliwal, et al. 2012) . However, the US firms' CSR efforts were voluntary while the firms in China have been subject to mandatory implementation and reporting requirements. The question of interest therefore is whether mandatory CSR requirements are effective in reducing the incentives for managers to manage earnings. The sample of firms in our study differs from other studies (Kim et al. 2012) in that the firms operate under a mandatory regime.
Earnings management varies widely across countries and as Leuz et al. (2003) show is highly correlated with a country's institutional characteristics where "outsider economies with relatively dispersed ownership, strong investor protection and large stock markets exhibit lower levels of earnings management than insider countries with relatively concentrated ownership, weak investor protection, and less developed stock markets." (pp. 525). Although Leuz et al. (2003) do not include Chinese firms in their study it is most likely that the institutional characteristics in China would place it in the same cluster of countries that exhibited the highest incidence of earnings management. Rapid development of the stock markets in China and the increase in the number of firms listed has drawn increased scrutiny of the financial reporting practices of these firms and the observed common prevalence of earnings management (EM) has been attributed to the absence of a tradition of responsible corporate governance structures and a weak legal environment in China . At the same time it has to be noted that in the Chinese economy a greater emphasis is also placed on stakeholders other than the primary shareholders, and thus has reduced the information asymmetry among different types of investors and improved quality of financial reports of firms subject to the requirements. The mandatory requirements of CSR performance reports along with financial reports should not only reduce managers' incentives for EM but also reduce their ability to do so. We therefore state our first hypothesis in null form as follows:
H1: There is no relationship between corporate social responsibility performance and the level of earnings management in a firm.
Although it is helpful to study financial reporting regimes in different countries by categorizing countries as code or common law (Leuz et al. 2003) , caution is required in treating firms homogenously within the countries, especially in a transitional economy like China's where a large proportion of firms are state owned and there also exist firms that have little or no state ownership. Degree of earnings management and earnings management practices have been found to vary across the universe of Chinese listed companies (Liu and Lu 2007 , Shao and Zhang 2009 , Tang 2012 ). These differences have been most pronounced between firms that are state owned, SOEs, and firms that are privately owned, NSOEs. The SOEs are more closely monitored and the managers may not have the same incentive or ability to manage earnings as their counterparts at NSOEs. Chen and Zhang (2012) report that NSOEs engaged in less pronounced EM than SOEs in the period that they studied after the 2002 Chinese Code of Corporate Governance for Listed Companies was issued. Firms with higher corporate governance levels engaged in lower levels of EM (Liu and Lu 2007) . While the central government in China has issued regulations to improve financial reporting quality of listed firms, local governments have colluded with firms to manage earnings (Chen et al. 2008) .
While all the firms in our sample are subject to the same mandatory requirements, they have the discretion in determining the level and extent of CSR activities they engage in. Given the differing incentives and other forces on the quality of financial reporting between the SOEs and NSOES, we conjecture they could lead to a differential relation between CSR and EM for these two distinct groups. We therefore state our second hypothesis in null form as follows:
H2:
The association between corporate social responsibility performance and the level of earnings management does not vary between SOES and NSOEs.
Sample selection and model specification
Our sample of CSR reports is collected from Social Sciences Academic Express database. We also exclude firm years with missing industry code or where there is insufficient information to calculate the discretionary accruals measures. These restrictions yield a final sample of 626 firm year observations. Our sample selection process is summarized in Panel A of Table 1 .
We test our hypotheses by estimating the following regression model. To control for potential serial and cross-sectional correlations in the residuals, we utilize clustering at both the firm and year levels to produce robust standard errors (Petersen 2009 
Dependent variable: earnings management proxy
We use two distinct and complementary approaches to measure earnings management: discretionary accruals (accruals-based) and earnings benchmark (non-accruals based).
Discretionary accruals:
Discretionary accruals reflect subjective accounting choices made by managers.
They are a common, if not the most common, metric used to assess earnings management. Because prior research documents that discretionary accrual estimates are correlated with firm performance (Dechow et al. 1995; Kasznik 1999; Kothari et al. 2005) , we employ a measure of discretionary accruals that adjusts for firm performance.
Following Kothari et al (2005) , the performance-adjusted discretionary accruals are calculated as the residuals from the following total accruals regression:
where TA is total accruals, defined as the difference between net income and cash from operation 3 , and ASSETS it-1 = total assets for firm i in year t-1;
∆SALES it = change in net revenues for firm i from year t-1 to t;
∆AR it = Change in accounts receivable for firm i from year t-1 to t;
PPE it = gross property plant and equipment for firm i in year t;
ROA it-1 = Return on assets for firm i in year t-1;
ε it = error term for firm i in year t.
3 Most earnings management studies using the US data define total accruals as net income before extraordinary items and operating cash flows. However, as noted in Liu and Lu (2007) , one-time items such as extraordinary items are reported as part of operating income under the Chinese GAAP.
Therefore, we measure total accruals as the difference between net income and cash from operations.
Unless otherwise specified, all variables are scaled by lagged total assets (ASSETS it-1 ) to mitigate heteroskedasticity. The regression model is estimated by year for each industry classified by its two-digit SIC code. ROA it-1 is included in the accruals regression to control for firm performance. The lagged ROA variable is used, as opposed to the current ROA, because Kothari et al. (2005) report that the use of lagged firm performance measure helps eliminate any mechanical relation between current period's discretionary accrual estimate and the performance metric.
Earnings Benchmark measure:
Our second proxy for earnings management is related to management's incentive to meet or beat simple earnings benchmarks. Prior research (e.g. Burgstahler and Dichev 1997; Degeorge et al. 1999 ) documents an abnormally high frequency of firms reporting small earnings increases or positive earnings surprises, consistent with managers using accounting discretion to achieve or exceed earnings targets. A recent survey of managers by Graham et al. (2005) finds that just-meeting-or-beating prior period's earnings is one of the most important benchmarks for corporate managers.
Given that investors in publicly held firms rely on simple heuristics such as earnings-based benchmarks in assessing firm performance, managers have the incentives to report consistently and steadily increasing earnings and project a smooth earnings path. We therefore use the likelihood of a small increase in earnings as our earnings benchmark. Similar to the definition in Burgstahler and Dichev (1997) , a small earnings increase occurs when the change in net income from year t-1 to year t scaled by beginning of year total assets falls in the interval between 0 and 0.005.
Test variable:
Our main variable of interest is CSR_SCORE, a social performance index developed by the CSR Research Center of Chinese Academy of Social Sciences.
The indexing system assesses a firm's CSR activities in four main categories:
economic responsibility social responsibility, environmental responsibility, and responsibility management. Within each category, a two-level indicator system is designed to provide a comprehensive evaluation of a firm's CSR policies and practices. For example, the environmental responsibility category covers three dimensions, namely resource and energy conservation, pollution and emission reduction, and environmental management. Along each dimension, a richer set of individual indicators are used to measure specific CSR activities, resulting in a total of 37 indicators in the environmental responsibility category. In constructing a firm's CSR performance score, a value is assigned to each indicator in a category and the values are then summed to arrive at the overall score. Because the relative importance of a CSR category varies by industry, weighting is used in calculating the total score.
For example, power and petrochemical industries face much greater environmental responsibility because the two industries consume huge amount of energy and resources while discharging enormous wastewater, waste residues and waste gas. As a result, the environmental responsibility category assigned a higher weight when computing the CSR score for firms in these two industries relative to firms in the financial industry. Therefore, the overall CSR score is calculated as the industry-weighted sum of the individual scores obtained from each category.
As an alternative CSR measure, we rank order the CSR scores and create a variable labeled CSR_RANK. Using multiple CSR measures helps strengthen the validity and robustness of our results.
Control variables
We incorporate variables found by prior research to be associated with earnings management. These variables represent firm and auditor characteristics, as well as internal and external corporate governance attributes.
Firm Characteristics
In line with prior research (Dechow and Dichev 2002, Roychowdhary 2006) , we control for the size of the firm (SIZE) using the log of the market value of equity and growth opportunities using the ratio of market to book value (MB). Prior research presents evidence that managers of highly leveraged firms have incentives to manage accruals to avoid debt covenant violation (DeFond and Jiambalvo 1994) and seasoned equity issues manipulate earnings before the offering (Teoh et al 1998). To control for these incentives, we include the ratio of long term debt to assets (LEV) and an indicator variable for the incidence of an equity offering. Guay et al. (1996) point out that managers' incentives to manipulate earnings are probably correlated with firm performance, and hence we include industry-adjusted ROA (ADJ_ROA). The experience of a firm (FIRM_AGE) and R&D intensity (RD_INT) are additional determinants of earnings management (Kim et al 2012; McWilliams and Siegel 2000) .
Auditor related variables
A long line of research shows that Big "N" auditors are of higher quality, e.g., 
Board Structure
Following research documenting that board structure affect managers' financial reporting behavior, we control for a number of board characteristics in our setting.
We use the ratio of the number of outside directors on the board to (BD_IND) and the size of the board (BD_SIZE) to capture board independence and efficiency (Klein 2002). Number of board meetings (BD_MEET) and the tenure of board chairman (CHR_TENURE) are also associated with earning management (Chen et al 2006) and thus included in our model. When CEO is also the board chair, it is more difficult to minority shareholders to have a say on important issues and the controlling shareholders have larger discretionary power in their financial reporting (Liu and Lu, 2007) . Accordingly, we include CEO_DUAL, an indicator variable that takes the value of 1 I the company's CEO is also the chairperson of the board and 0 otherwise.
Additional control variables
The highly concentrated ownership is an important feature of corporate governance in Chinese listed firms. Prior research argue and present evidence that when most of a firm's shares are concentrated in the hands of a few investors, the probability of earnings management increases (Ding et al 2007 , Firth et al 2007 Finally, we include industry and year dummies to control for fixed industry and time effects. 
Empirical results

Panel B of
Additional analysis
To provide further insight into the findings obtained from the discretionary To reduce their exposure to future litigation, auditors may apply more engagement effort by performing additional substantive tests, resulting in higher audit fees. In cases where such tests can't possibly uncover all possible misstatements, especially frauds perpetrated through management collusion, auditors may also charge clients a risk premium to compensate themselves for possible future litigation losses 4 .
Consistent with auditors' pricing of earnings-management-induced litigation risk, Houston et al (1999) show that when the risk of irregularities is high auditors increase the amount of audit investment and assess a higher risk premium. Johnstone and
Bedard (2001) and Bedard and Johnstone (2004) both find that audit firms plan more audit hours and charge higher billing rates for clients with earnings manipulation and fraud risks to cover costs related to potential future litigation and reputational damage.
In light of the above discussion, we conjecture that audit firms in China charge higher audit fees to clients with stronger CSR performance to compensate for The dependent variable is the change in the natural logarithm of audit fees (DAF). 5 Our variable of interest is one of the CSR measures (i.e. CSR_SCORE or CSR_RANKING). We include in our models as control variables a comprehensive set 4 According to the audit pricing model developed by Simunic (1980) , audit fee is a function of two key elements: a resource cost component that is increasing in the level of auditor effort, and an expected future loss component, which arises primarily from litigation risk. 5 We take the natural log of the audit fee variable to correct for violations of normality. The results, however, are similar when the raw measure of audit fee is used.
of firm and auditor characteristics that have been identified as determinants of audit fees from prior studies. We control for audit complexity by including firm size (DSIZE) and accounting receivables & inventory (RECINV). Prior research has found that audit fees are an increasing function of clients' litigation risks. We therefore include three proxies for litigation risk: leverage (LEV), liquidity (LIQ) and return on assets (ROA). We also include a Big4 indicator variable (BIG4), auditor tenure (TENURE) and CPA firm type (UNLIM) to capture auditor-related effects. Recent research has documented a link between audit fees and corporate governance (Carcello et al 2002; Hay et al 2006) . We thus control for a number of corporate governance attributes including board size (BD_SIZE), number of board meetings (BD_MEET), percentage of independent board directors (BD_IND), chairman tenure (CHATEN), and whether the CEO also serves as the chairman (CEO_DUAL). Finally, we control for industry and year effects. Table 5 displays the estimated results for the audit fee regression analysis separately for SOEs and NSOES. As expected, we find a positive association between audit fees and CSR performance for the NSOE group, but no association for the SOE group, lending further support to the main findings reported in the discretionary accruals and earnings benchmark analyses. These results indicate that auditors in China recognize management's earnings management incentives associated with CSR reporting and incorporate this risk into their planning and pricing decisions 6 .
Summary and Conclusions
We studied the association of corporate social responsibility (CSR) performance and quality of financial reporting for a set of listed Chinese firms subject to mandatory CSR disclosure requirements, including both state owned (SOE) and non-state owned (Non-SOE) enterprises. Unlike the results for firms in the United
States where it has been found that increase in corporate social responsibility performance reduces earnings management, we find that there is no relationship between CSR performance and EM in China for the sample of firms as a whole.
However, when we partition the sample into the SOEs and NSOEs, we did find that for non-state owned enterprises there was a positive relationship between CSR performance and earnings management.
Our study is among the first to investigate the CSR related activities and performance, and their association with earnings management behavior in China.
While CSR reporting is voluntary in the U.S., there is a growing trend for governments to regulate CSR reporting in developing countries (KPMG 2011) including China. On the other hand, earnings management in China is more prevalent and has been attributed to the absence of responsible corporate governance structures, a weak legal environment, and a variety of other institutional characteristics (Ding et al. 2007; Yang et al. 2012) . The combination of the mandatory CSR reporting and more prevalent earnings management practices in China thus provide a unique setting to examine the relation between CSR performance and earnings management. This research also highlights the importance of differentiating between the SOEs and NSOEs when studying the earnings management behavior for Chinese firms. Our results suggest that differential CSR incentives and efforts could contribute to the varying levels of earnings management across the SOEs and NSOEs. Overall, the findings reported in this study have important implications to policy makers who design CSR-related standards and investors who incorporate the CSR disclosure into their investment decisions. Note: *, **, *** indicate significance at the 10 percent, 5 percent, and 1 percent significant levels, respectively, based on a two-tailed test. Note: *, **, *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively, based on a two-tailed test. Standard errors are clustered by firm and fiscal year. Note: *, **, *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively, based on a two-tailed test. Standard errors are clustered by firm and fiscal year. Note: *, **, *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively, based on a two-tailed test. Standard errors are clustered by firm and fiscal year.
